Abstract: Using a firm-level survey database covering 48 countries, we investigate how financial and institutional development affects financing of large and small firms. Our database is not limited to large firms, but includes small and medium firms and data on a broad spectrum of financing sources, including leasing, supplier, development and informal finance. Small firms and firms in countries with poor institutions use less external finance, especially bank finance. Protection of property rights increases external financing of small firms significantly more than of large firms, mainly due to its effect on bank and equity finance. Small firms do not use disproportionately more leasing or trade finance compared to larger firms. Financing from these sources is positively associated with the financial development and does not compensate for lower access to bank financing of small firms in countries with underdeveloped institutions. institutional development affects financing of large and small firms. Our database is not limited to large firms, but includes small and medium firms and data on a broad spectrum of financing sources, including leasing, supplier, development and informal finance. Small firms and firms in countries with poor institutions use less external finance, especially bank finance. Protection of property rights increases external financing of small firms significantly more than of large firms, mainly due to its effect on bank and equity finance. Small firms do not use disproportionately more leasing or trade finance compared to larger firms. Financing from these sources is positively associated with the financial development and does not compensate for lower access to bank financing of small firms in countries with underdeveloped institutions.
Introduction
Recent cross-country papers studying the financing patterns around the world emphasize the importance of institutional differences across countries on capital structure ( Demirguc-Kunt and Maksimovic, 1999; Booth, Aivazian, Demirguc-Kunt and Maksimovic, 2001; Fan, Titman and Twite, 2003) . A related literature has also shown that access to external financing is shaped by the country's legal and financial environment ( La Porta, Lopez-de-Silanes, Shleifer, and Vishny (LLSV), 1997 , 1998 Demirguc-Kunt and Maksimovic, 1998; Rajan and Zingales, 1998) .
1 A direct implication of these studies is that in countries with weak legal systems, and consequently, weak financial systems, firms obtain less external financing and that this results in lower growth.
Due to data limitations, empirical results in the existing literature are based on analysis of the largest, and perhaps unrepresentative, firms across countries. Also, the definitions of external financing used in these studies focus on equity and external debt, and do not take into account the possibility that in some countries firms may substitute other forms of financing, such as supplier credit or government financing.
In this paper we investigate whether the financing patterns of small firms differ from those of the large firms that have been the focus of the prior literature. We also explore the relation between small firms' external financing and a country's financial and 3 legal institutions and consider a broader spectrum of external financing sources that are likely to be more relevant for smaller firms.
Better understanding the financing patterns of small firms and how they change with institutional development has important policy and resource implications. Many policymakers in governmental and international aid organizations believe that small firms have inadequate access to external finance in developing countries as a result of market imperfections. In response, significant resources are being channeled into the promotion and financing of small and medium-sized enterprises (SMEs) in developing countries.
For example, the World Bank Group has approved more than $10 billion in SME support programs in the past five years, $1.5 billion of it in the last year alone (World Bank
Group Review of Small Business Activities, 2002).
2 There is also significant renewed interest in development banks, whose mission is to provide loans that promote development by lending to constrained borrowers in developing countries, particularly small firms. Understanding how financing patterns of small firms differ in different institutional environments is an important first step in assessing these costly policies.
We address these issues using a new data source, the World Business Environment Survey (WBES), a major cross-sectional firm level survey conducted in developed and developing countries in 1999 and led by the World Bank. The survey has information on financing choices for close to 3000 firms in 48 countries. 3 One of the important strengths of the survey is its coverage of small and medium enterprises; eighty 4 percent of the observations are from small and medium firms. The other advantage is that it includes information on sources of financing that are often associated with smallfirm finance such as leasing, trade credit and finance from government and informal sources. Finally, the survey includes an indicator of to what extent firms consider themselves financially-constrained. This allows us to distinguish constrained firms without having to rely on proxies based on accounting data.
Our results show that, even after we control for various firm characteristics and country and institutional variables, smaller firms finance a lower proportion of their investment externally, particularly because they make use of bank finance to lesser extent.
Further investigating the linkages between firm size and the impact of institutional development on financing patterns, we see that small firms benefit disproportionally from higher levels of property rights protection and use significantly more external finance, particularly from banks and equity markets. These results underline the importance of improving the institutional environment for increasing the access of small firms to external finance.
We would expect that small firms, facing informational asymmetries in financial markets, would substitute subsidized financing from government and financing from sources that rely on personal or commercial relationships, such as trade credit or informal finance. We would also expect that such sources would be more significant in countries with poorly functioning financial systems or weak property rights protection.
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We do find that small firms use significantly more informal finance than large firms. However, financing from such sources is very limited. On average the proportion of investment financed using informal finance is less than two percent. Thus, the use of informal financing does little to relax financial constraints faced by small firms in developing economies.
Moreover, we find that small firms do not use disproportionately more leasing or trade finance compared to larger firms. In particular, financing from these sources does not fill in the financing gap of small firms in countries with underdeveloped institutions since the use of these financing sources is positively associated with the development of financial institutions and equity markets.
Surprisingly, small firms also finance their investment significantly less from government sources or development banks despite the fact that such programs are often politically justified as increasing financing for small firms.
These findings point out the limits to small firms' ability to compensate for the underdevelopment of their countries' financial and legal systems. In these countries, the alternative sources of finance either do not significantly fill the gap, or, in the case of trade credit, are less prevalent.
In the next section we discuss our methodology and data. The results are presented in Section 3 and we conclude in Section 4. Detailed data definitions are in the Appendix.
Data and Methodology
There are a number of studies that focus on cross-country comparisons of financing patterns. Rajan and Zingales (1995) In a related literature, Rajan and Zingales (1998) and Demirguc-Kunt and Maksimovic (1998) both show a relation between the development of financial institutions, external financing and firm performance. Taken together, the implication of these studies is that in countries with underdeveloped institutions, firms have different financing patterns which have direct implications on their performance and growth.
All these studies rely on databases of listed firms so that even the "small" firms in their samples are relatively large. The studies also implicitly define external finance narrowly, focusing on equity finance or long-term debt. Theory suggests that firms in 7 countries with strong legal systems, in which property rights and in particular the rights of investors are enforced, are likely to rely on these types of external finance. In countries with weaker property rights protection, we would expect substitute forms of external finance, such as informal and supplier credit or development bank financing, to be used.
Thus, a narrow definition of external financing that does not take into account other forms of financing might overstate both the constraints on external financing available to firms in less developed countries and the importance of legal development for the financing of firms in these countries. 5 Also, while these sources are not normally included in the U.S. studies of external financing, variations in leasing, supplier, and government financing may be potentially important when assessing differences in countries' financial systems. 6 Looking at all available sources of external finance is especially important when studying financing choices of small firms as we do in this paper.
We use firm level survey data to investigate the proportion of investment firms finance externally, focusing on the differences between small and large firms. We also investigate individual sources of finance, such as debt finance and equity, but also other available sources such as leasing, supplier, government and informal finance. The firm level data are from the World Business Environment Survey (WBES), a major crosssectional survey conducted in developed and developing countries in 1999 and led by the 5 In some countries these informal financial systems are prevalent and economically significant. For example the amount of foreign transfers through the [informal] hawala system in Pakistan, estimated by the Minister of Finance to be between $2 billion to $5 billion annually, exceeds the amount transferred through the country's banking system (New York Times, October 3, 2001 The survey data also has shortcomings. While it provides information on complete financing patterns, financial information is very limited. Importantly, financing patterns are given in terms of proportions of financing, not as debt to asset ratios, as is common in the previous literature. Furthermore, we do not have a complete set of firm level variables to replicate the usual set of firm level controls used in capital structure papers, particularly profitability of firms. However, we do have information on firm employment, sales, industry, growth, ownership, and whether the firm is an exporter or 9 has been receiving subsidies from national or local authorities. Most importantly, we also have information on how important firms consider financing obstacles to be in affecting the operation and growth of their business. Using this information to distinguish financially-constrained from unconstrained firms, we hope to compensate for the paucity of firm level financial information as we further discuss below.
In Table I Insert Table I here Table II We recognize that our financing pattern variables are different that those commonly used in the literature. For example, Demirguc-Kunt and Maksimovic (1999) focus on debt maturity and analyze long term debt to total asset and long term debt to total debt ratios. In our case, we do not have information on the amount of debt or total assets. We only know the proportion of investment financed from a particular source over the last year, where the denominator (unavailable) is the total amount of internal and external resources used for firm financing. Firm financing refers to capital expenditures, working capital, as well as acquisitions. Unfortunately, the WBES data does not allow us to distinguish between financing of working capital versus investment.
Insert Figure 1 and Table II
As Figure 1 and the first column of Table II show, in most countries including developed ones such as the U.S., U.K. and Germany, firms use internal resources to using sources from friends and family. Furthermore, we are more interested in sources rather than security types in this study. firms rely more on other forms of external finance. Table II also shows that the most common source of external finance is bank finance followed by supplier credit.
Insert Table III
Patterns of finance also vary quite a bit with firm characteristics, as can be seen in Table III , which reports the sample statistics of the variables we consider and their correlations. Small firms tend to rely on internal finance to a greater extent, with lower proportions of bank finance. However, the correlations indicate that small firms also use less supplier credit and receive less credit from development banks, while relying more 13 on informal finance. Subsidized firms appear to receive some of these subsidies through bank loans and development financing. Similarly, government firms seem to rely mostly on development financing. There are also differences among industries. Manufacturing firms are the greatest users of external finance, particularly bank finance. Since these firm characteristics are also correlated with size, it is important to control for them when investigating small firm financing patterns.
Finally, the WBES survey asked enterprise managers to rate the extent to which financing problems presented obstacles to the operation and growth of their business. A rating of one denotes no obstacle; two, a minor obstacle; three, a moderate obstacle; and four, a major obstacle. In the regressions this variable allows us to capture the extent to which a firm is "financially constrained" without relying on accounting data such as profits, dividends and the like. 10 The correlations in Table III B suggest that firms reporting higher financing obstacles use less equity finance but substitute external finance from other sources such as leasing, supplier, development and informal sources. The correlations also indicate that small firms report facing higher financing obstacles. 10 Using survey data has problems in that it is possible for managers to blame financing obstacles for their own poor performance. However, this likelihood must be balanced by the likelihood that accounting data used in cross-country research are also subject to distortion. Although the auditing process provides some control, the quality of these audits tend to vary systematically across countries and firm size. While we cannot completely eliminate the possibility of bias due to un-audited self-reporting, we believe that it is unlikely to be a significant source of bias. First, Hellman et al. (2000) show that in a sub-sample of 20 countries there is a close connection between responses and measurable outcomes. They find no systematic bias in the survey responses. Second, Beck, Demirguc-Kunt, and Maksimovic (2005) show that survey Private Credit, is highly correlated with use of bank finance and stock market development, Value Traded, is correlated with the use of equity. Finally, better protection of property rights, Property Rights, is positively correlated with bank, equity and leasing finance. However, we also note that many of the macroeconomic and financial indicators are correlated with each other.
Since Table III 
The dependent variable is the proportion of investment financed by firm i in country k through external finance or different external financing sources, respectively.
The regression also includes firm and country level controls. Firm level variables identify the firm's size, ownership, type of business, industry and sales growth.
Specifically we include dummy variables for government-owned firms, foreign firms, exporting firms, and subsidy receivers. To control for firm size, we include dummy variables that identify the firm as a small or medium firm. We also include dummy responses are significantly correlated with actual outcomes after controlling for many factors and using instrumental variables to control for possible endogeneity.
variables for manufacturing firms and those in the service industry. Finally, we use financing obstacle variable reported by firms to control for financing constraints of firms.
These variables do not correspond one-to-one to more conventional firm level controls used by earlier papers. For example, papers in the literature generally include descriptors of firms' operating characteristics, or asset tangibility, such as net fixed assets to total assets and net sales to net fixed asset ratios as determinants of capital structure.
Firms that operate with greater fixed assets are shown to have greater borrowing capacity, whereas those firms with higher sales to asset ratio are more likely to need more short term financing to support sales (see Demirguc-Kunt and Maksimovic, 1999) . We do not have these variables available, yet we use indicators of firms' industry and type of business to capture, at least partially, the differences in its operating characteristics.
Papers in the literature also commonly include indicators of firms' growth opportunities, such as firms' market to book ratio of equity (see Zingales,1995 and Booth et al., 2001) . Again, lacking such data we include firms' sales growth rate over the last three years as an indicator of future growth opportunities. Dummy variables indicating whether the firm is owned by the government or foreigners, and whether it is an exporter or subsidy receiver are also expected to control for differences in growth opportunities.
Finally, capital structure studies cited above include indicators of firm profitability, such as return on assets, or dividend payments to total assets to capture cash constraints of firms. Higher dividend payout ratios are taken as indicators of cash surplus relative to investment needs, making the firm less likely to finance externally. While the proper interpretation of profitability ratios is much more controversial, again higher profits are negatively associated with external financing, potentially capturing lower levels of constraints. We do not have this information, yet we use the survey responses to identify whether the firms are financially constrained or not. We expect those firms reporting higher financing obstacles to have a greater need for external finance and thus use this variable as a proxy for cash constraints of firms.
Macroeconomic control variables are the GDP per capita, its growth rate, and the rate of inflation. Finally, we include variables to capture the impact of financial development and the extent of protection of property rights in the country. These are Private Credit, Value Traded, and Property Rights. Use of similar control variables is standard in the literature (Demirguc-Kunt and Maksimovic, 1998 , 1999 , 2001 .
Using this basic model, we explore a number of questions. First, we investigate whether a firm's total use of external financing depends on its characteristics, particularly its size, and on its country's financial institutions and protection of property rights.
institutions on the financing patterns of firms of different sizes through use of interaction terms. Finally, we explore whether the relationship between financing obstacles and financing patterns varies across firm size.
The coefficients in the Tobit regressions cannot be interpreted as marginal effects of the explanatory variable on the observed dependent variables. Rather, they are the marginal effect of the underlying unobserved variables. In the text, we therefore also discuss unconditional marginal effects of the observed dependent variable. These marginal effects do not only take into account the change in financing for firms with financing of a specific sources between zero and 100 but also changes in the probability that the financing proportion of a firm falls in this range (Maddala, 1986) . Table IV The remaining six columns explore determinants of the individual external financing sources.
Results
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Results in Table IV show that even after controlling for firm and country characteristics, smaller firms use on average less external finance. This differential in external financing is mainly due to the use of less bank finance and less funding from development banks and other state sources. On the other hand, we find that small firms finance themselves significantly more with informal finance, although this does not make up for the overall shortfall in external finance since the extent of informal finance is typically very limited. The relationship between firm size and use of external (bank) finance is monotonic, increasing as we go from small, to medium and to large firms, while the use of informal finance decreases as we go from small to medium to large firms. 13 The relationship is also economically significant. When we compare the use of equity finance, there is no robust evidence that the use of these financing sources varies with firm size. We find some evidence that medium-sized firms use more supplier credit and leasing finance than small and large firms.
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The results also indicate that firms reporting greater financing obstacles are the ones that use more external finance, from all sources except equity finance. This is consistent with prior literature which argues that those firms that are more cash constrained are more likely to finance externally, preferring to use debt financing more heavily before they use equity finance due to higher adverse selection costs in equity markets (Myers and Majluf, 1984 
Insert Table IV
Turning to the country-level control variables, the results suggest that firms in richer, more developed countries rely more on external finance, particularly equity finance. Higher levels of inflation do not have a significant effect on the overall reliance on external finance but are associated with greater use of leasing and development finance. These results suggest that in high inflation environments firms may be substituting leasing and development finance for debt and equity finance. Leasing finance may provide better protection against inflation for investors. Higher inflation is also 14 The difference between Small and Medium is significant at the 1% level for supplier credit and at 10% for leasing finance. 15 Note that Private Credit variable is the logarithm of the ratio of the private credit to GDP. A more precise definition is in the Appendix.
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associated with lower levels of financial development and underdeveloped debt and equity markets in general. Thus governments may be using some of the inflation tax (that represses private sources of external finance) to finance government sources of external finance, which are likely to be less efficient.
Table IV also identifies several other firm characteristics that predict differences in the way investment is funded. Government firms finance larger proportion of their investment using development finance, but less bank finance. Compared to other firms subsidized firms also finance larger proportion of their investment from government sources, which explains their higher use of external finance in general. Their heavy reliance on development finance sources also suggests that this form of financing may be a conduit for subsidies. Exporters are another group that use significantly greater external finance, but they do this through greater use of bank debt and leasing and supplier finance. Foreign-owned firms, on the other hand finance their investment relying less on leasing and supplier finance but more on equity.
Having established that both firm size and institutional development are important determinants of financing patterns across firms and countries, next we investigate if financial and institutional development affects financing patterns of different size firms differently since improving small firms' access to finance is an important policy concern in the development community. The results in Table V show that institutional development, particularly better protection of property rights, affect small firms' financing patterns the most. The effect of better-developed financial intermediaries on the share of investment financed with external finance, especially bank finance, is stronger for small firms than for medium and large firms (Panel A), although the difference is not significant. Higher levels of financial intermediary development also result in small firms using significantly more bank and leasing finance, although large firms also increase their reliance on bank debt.
Insert Table V
Stock market development increases the use of equity and leasing finance for firms of all sizes, with no significant difference across firm size classes. The impact of better property right protection on the use of external finance is significantly greater for small firms than for large firms. This is due to the significantly stronger impact of property rights on the use of bank and equity finance for small compared to large firms. Unlike small firms, medium and large firms' financing patterns do not vary significantly with improvements in protection of property rights. 16 We do not include the panel with all three indicators interacted with size dummies simultaneously because of concerns of multi-collinearity.
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The effect of Property Rights on closing the "external financing gap" between small and large firms is relatively large. Small firms in Uruguay (75 th percentile of Property Rights) finance 9 percentage points more investment with external finance than small firms in Venezuela (25 th percentile of Property Rights), while the difference is only three percentage points for large firms.
The results also indicate that the relationship between financing obstacles and patterns holds for large, but not for small firms. As we have seen before, large firms that report higher financing obstacles tend to use external financing significantly more, from most sources except equity. However, the interaction of financing obstacles with the small firm dummy only enters in the External Finance regression and mostly at the 10% significance level. This suggests that while larger, cash-constrained firms are more likely to meet their external financing need and obtain financing from different sources, the ability of smaller cash-constrained firms to obtain external financing is more limited and thus the statistical relationships we observe are weaker.
Conclusions
We investigate how firm financing patterns differ around the world for large versus small firms. Using a unique firm-level survey database in 48 countries, we find that firm size, financial development and property rights protection are important factors in explaining the observed variation in financing patterns. In contrast to earlier literature, eighty percent of our sample is composed of small-and medium-sized firms. We examine a broader spectrum of external financing sources which not only includes debt and equity finance, but also leasing and supplier finance, development bank and informal finance. 
Table III Summary Statistics and Correlations
Summary statistics and correlation matrices are presented. N refers to firm level observations for 48 countries. Bank finance, Equity, Leasing Supplier credit, Development bank, and Informal are financing proportions that stand for the proportion of investment financed externally, by bank debt, equity, leasing, supplier credit, development and public sector banks and money lenders, respectively. Firm size-small takes the value 1 if the firm is a small firm and 0 otherwise. Firm size -medium takes the value 1 if the firm is a medium firm and 0 otherwise. Manufacturing takes the value 1 for firms in manufacturing and 0 otherwise. Similarly, Services takes the value 1 for firms in the services sector and 0 otherwise. Firm growth is given by percent change in sales. Government and Foreign are dummy variables that take the value 1 if the firm has government or foreign ownership and zero if not. Exporter is a dummy variable that indicates if the firm is an exporting firm. Subsidized is also a dummy variable that indicates if the firm receives subsidies from the national or local authorities. GDP/ capita is real GDP per capita in thousands of US$. Inflation is the log difference of the Consumer Price Index. Growth is the growth rate of GDP in US$. Financing Obstacles is an index which measures how problematic financing is to the operation and growth of a business. Private Credit is the financial sector credit to the private sector divided by GDP. Value Traded is the value of shares traded to GDP. Property Rights is rating from 1-5 of the degree to which property rights are protected in a nation. All country variables are 1995-1999 averages. Detailed variable definitions and sources are given in the appendix. 
Table IV Determinants of Financing Patterns
The estimated panel random-effects Tobit model is (1) Financing Source = α + α 1 Government + α 2 Foreign +α 3 Exporter +α 4 Subsidized + α 5 Manuf. + α 6 Services +α 7 Firm Growth +α 8 Small +α 9 Medium + α 10 GDP per capita + α 11 Inflation+ α 12 Growth + α 13 Private credit/Property Rights/Value Traded/All +ε. Financing proportions are the proportion of investment financed externally, bank debt, by equity, leasing supplier credit, development banks or money lenders (informal). External finance is given by sum of bank, equity, operations and other finance. Bank financing includes domestic and foreign bank financing. Development bank is that provided by both development banks and the public sector. Government and Foreign are dummy variables that take the value 1 if the firm has government or foreign ownership, respectively. Exporter is a dummy variable that indicates if the firm is an exporting firm. Subsidized is also a dummy variable that indicates if the firm receives subsidies from the national or local authorities. Manufacturing takes the value 1 for firms in manufacturing sector and 0 otherwise. Similarly, Services takes the value 1 for firms in the services sector and 0 otherwise. Firm growth is given by sales growth. Small takes the value 1 if the firm is a small firm and 0 otherwise. Medium takes the value 1 if the firm is a medium firm and 0 otherwise. Financing Obstacles is an index which measures how problematic financing is to the operation and growth of a business. GDP per capita is real GDP per capita in US$. Inflation is the log difference of the Consumer Price Index. Growth is the growth rate of GDP in US$. Private credit is the financial institutions' credit to the private sector divided by GDP. Value Traded is the value of shares traded to GDP. Property Rights is rating from 1-5 of the degree to which property rights are protected in a nation. Detailed variable definitions and sources are given in the appendix. (informal) . External finance is given by sum of bank, equity, operations and other finance. Bank financing includes domestic and foreign bank financing. Development bank is that provided by both development banks and the public sector. Government and Foreign are dummy variables that take the value 1 if the firm has government or foreign ownership, respectively. Exporter is a dummy variable that indicates if the firm is an exporting firm. Subsidized is also a dummy variable that indicates if the firm receives subsidies from the national or local authorities. Manufacturing takes the value 1 for firms in manufacturing sector and 0 otherwise. Similarly, Services takes the value 1 for firms in the services sector and 0 otherwise. Firm growth is given by sales growth. Small takes the value 1 if the firm is a small firm and 0 otherwise. Medium takes the value 1 if the firm is a medium firm and 0 otherwise. Financing Obstacles is an index which measures how problematic financing is to the operation and growth of a business. GDP per capita is real GDP per capita in US$. Inflation is the log difference of the Consumer Price Index. Growth is the growth rate of GDP in US$. Private credit is the financial institutions' credit to the private sector divided by GDP. Value Traded is the value of shares traded to GDP. Property Rights is rating from 1-5 of the degree to which property rights are protected in a nation. Difference Significance (Small -Large) are p-values for the chi-squared distribution of the test statistic. Detailed variable definitions and sources are given in the appendix. 
